KATHLEEN CONNELL
Coantroller of the State of Talifornia

December 22, 1999

To the Citizens, Governor, and Members
of the Legislature of the State of California:

[

am pleased to submit the 19th edition of the Public Retirement Systems Annual Report
for the fiscal year ended June 30, 1997. This document is intended to be a reference
source for persons concerned with the status and adequacy of funding for the 137
public retirement systems in California.

Sections 7501-7504 of the Government Code require that, within six months of
the end of their respective fiscal years, state and local public retirement systems submit
audited reports to the State Controller. This publication is compiled from the data in
those individual reports; statistical and financial data are included, as well as
comparisons and evaluations.

This report represents an effort toward determining the adequacy of funding for
each of California’s public retirement systems. I hope that you will find it to be useful.

I wish to extend my sincere appreciation to all those in both the public and
private sectors who have contributed to this publication.

Sincerely,

KATHLEEN CONNELL
California State Controller
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This is the nineteenth edition of the Public Retirement Systems Annual
Report. It is based on actuarial data and information derived from audited
financial statements submitted by 137 public retirement systems as required
by Sections 7501-7504 of the Government Code. Included are eight state
systems, 20 systems operating under the County Employees Retirement Law
of 1937, one independent county system, 42 city systems, 63 specia district
systems, one school district system, and two “other” systems.

The “other” category is comprised of systems that do not have one
predominant sponsoring or employing agency. Currently, this category
includes two systems, Self Insured Schools of California (SISC) and Public
Agency Retirement System (PARS).

Six new public retirement systems (Kaweah Delta Hospital District
Employees’ Retirement System, PARS Defined Benefit Plan, San Diego
Supplemental Pension Savings Plan, Arcade Water District Money Purchase
Pension Plan and Trust, San Diego Housing Commission Pension Plan, and
Tranquillity Irrigation District Money Purchase Thrift Plan) were added
during the 1996-97 fiscal year. However, four public retirement systems
(Otay Municipal Water District Pension Plan, Beach Cities Health District
Money Purchase Pension Plan, Berrenda Mesa Water District Retirement
System, and Broadmoor Police Protection District Retirement System) that
reported in the 1995-96 fiscal year ceased to exist and discontinued filing a
financial report. Therefore, the net increase in reporting public retirement
systems is two, for a total of 137, for the 1996-97 fiscal year.

The Government Code provisions for periodic and independent analysis of
the financial transactions of each public retirement system are intended to
enable the State Controller to gather information on which to base
comparisons and evaluations of the financial condition of such systems.
These comparisons and evaluations appear in the first two sections,
Discussion of Key Issues and Summary of Statistical Data, of this
publication.

To facilitate comparison, the first two sections of this report are followed by
a system-by-system presentation of financial and actuarial data in a common
format. The data are grouped according to the type of system used.

Ninety-two systems are classified as “defined benefit,” which means that

benefits are predetermined by a formula based, in part, on the employee’s
salary and/or length of service. The employer’s contributions are determined
on the basis of benefits to be paid.

Forty-five systems are classified as “defined contribution,” which means that
the rate of contribution by the employer, and sometimes by the employee, is
fixed. Therefore, the employee’s pension benefit will be whatever amount

Vi
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the accumulated contributions plus investment earnings will provide at
retirement.

Defined contribution plans, such as Internal Revenue Code 457 and 401(k)
plans, that are designed for employee retirement savings with no employer
participation are excluded from this publication.

The defined benefit system section has been segmented by state, county, city,
specia district, school district, and other systems. The defined contribution
section is arranged by state, city, specia district, and other systems.

The Cdlifornia Public Employees Retirement System (CalPERS) is grouped
with other state defined benefit systems. In addition, a separate CalPERS
section is included for a more comprehensive view of CaPERS and the
1,355 public agencies (representing more than 2,400 entities) that contract
with CalPERS to administer their retirement systems.

Retirement The retirement systems included within this publication are those chartered

Systems or operated by, or on behalf of, state and local public agencies. Excluded
from this definition are those systems wherein state or local agencies have
contracted with an insurer to provide retirement programs for their
employees. Pursuant to Insurance Code Section 900 et. seg., systems
maintained by an insurer are submitted to the State Insurance Commissioner,
and information concerning such systems falls within the responsibility of
that office.

Employee retirement benefits provided through an insurance company
contract with an employing agency or retirement system are not required to
be included in reports submitted to the State Controller. Consequently, any
financial and/or actuarial information relating to the funding and payment of
retirement benefits provided through contracts of this type is not available in
this publication.

Accounti ng Each system reported in this publication maintains its own set of accounting
records, with accounts for assets and liabilities. Net Assets Available For
Benefitsis equal to assets minus current liabilities, and changes to Net Assets
Available For Benefits is shown on the Statement of Changes In Net Assets
as additions and deductions in accordance with Governmental Accounting
Standards Board (GASB) Statements No. 25 and 27.

The majority of the systems operate on either a fiscal year basis, with the

year ending June 30, or a calendar year basis, with the year ending December

31. A few systems operate on accounting cycles that end on dates other than

June 30 or December 31. This publication includes calendar year systems

with the year ending December 31, 1996; fiscal year systems with the year
ending June 30, 1997; and “off-fiscal” systems with fiscal years’ ending
between July 1, 1996, and June 30, 1997.

viii
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The financia information presented in this publication has been compiled

from financial statements audited by a qualified person in accordance with
Government Code Section 7504(b). As defined in the code, a “qualified
person” means:

(1) A person who is licensed to practice as a certified public accountant
in this state by the State Board of Accountancy, or

(2) A person who is registered and entitled to practice as a public
accountant in this state by the State Board of Accountancy, or

(3) A county auditor in any county subject to the County Employees’
Retirement Law of 1937, or

(4) A county auditor in any county having a pension trust and retirement
system established pursuant to Government Code Section 53216.

Material in this publication is intended for informational purposes only. The
standards of evaluation employed and the findings made are interpretations
of that information. They should not be construed as proposals for action
made by the State Legislature, the State Controller, or any part of the
Executive Branch of the State of California.

This publication contains detailed financial and actuarial information derived
from individual reports submitted to the State Controller by each public
retirement system. The detail sections for each public retirement system may
contain comments and/or footnotes describing any existing situations or
conditions deemed to be of potential interest to the users of this publication.
This discussion section is a summary.

The typical public retirement system in California provides basic retirement
benefits based on the retiree’s years of service and final compensation. For
example, in a system that provides 2% per year at age 60, a member with 20
years of service may retire at age 60 and receive upon retirement
approximately 40% of their average salary as defined. Each system has a
normal retirement age, or that age where full retirement benefits are paid.
Early retirement is usually allowed but at a reduced percentage.

In many pension systems, retirees’ benefits are automatically increased to
replace the purchasing power lost through inflation. This Cost of Living
Adjustment (COLA) benefit is linked to an index that measures inflation,
although it may be limited to a maximum annual percentage increase. Some
systems do not provide automatic COLA benefits, giving ad hoc increases
instead.

Within some systems, employees receive different benefits depending on

their classification. Safety employees, such as police and firefighters, receive

higher benefits than general employees. This higher benefit can be
ix
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Benefit Factors

Financing
Benefits

manifested in a higher percentage per year of service and/or younger normal
retirement age. Systems may also have different tiers of pension coverage for
employees within the same classification, with each tier providing different
benefits. The tier to which an employee belongs often depends on his or her
date of hire.

The factors involved in determining retirement benefits are not easily
compared because of the variety of provisions within each system and among
employer categories. Details of the benefit provisions can be found on the

page that discloses each system’s financial and actuarial data, as listed in the
table of contents.

A typical defined benefit retirement system will use three factors to
determine an employee’s benefits: the employee’s age at retirement, final
average salary (FAS), and the number of years of service. There are an
extraordinarily high number of combinations of these factors among
retirement systems and among tiers within those systems, making averages or
ranges for comparison difficult.

The number of years of service required to qualify for benefits can range
from none, in the case of a duty-related disability retirement benefit, to as
much as 20 years of service for full retirement benefits.

The compensation amount used in the benefit calculation also varies.
Between defined benefit systems and tiers within systems, three systems use
compensation earned at the time of retirement as the basis for determining
retirement benefits, three systems use compensation of the position last held,
17 use a formula that averages compensation earned in the final years of
service, and 62 use a formula that averages the highest years of compensation
earned. Other defined benefit systems have been excluded from the count
because the FAS formula was not reported. Therefore, the sum of the number
of systems using a given FAS formula has no relationship to the total of 92
defined benefit systems reporting. Systems that average compensation use a
range of years of average salary earned that varies from a one-year period to
as long as a five-year period. Because most defined benefit systems have
multiple tiers that may use different FAS formulas, some systems may be
included in more than one of the above categories

The goal of a defined benefit system is to finance predefined employee
benefits by accumulating assets through employer/employee contributions
and investment earnings. The amount of yield from investments is important
inasmuch as higher investment returns help reduce contributions needed in
future years.

Defined contribution systems accumulate contributions for retirement
without defining the retirement benefit. Most gains, losses, and earnings of
the system are credited to the employees’ accounts.

Contributory systems require employees to share in the cost of financing
their retirement through monthly contributions. The state systems require
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contributions at a flat percentage of salary, commonly from 5% to 9%.
County systems require contributions at rates which vary with age at
employment. The state’s Public Employees’ Retirement System (CalPERS)
has instituted a tier Il that does not require employee contributions but
provides lower benefits than the contributory tier I.

Rather than accumulating funds in advance, a few systems are on a pay-as-
you-go basis. Under this system, only those funds necessary to meet the
current obligations are appropriated. Since there are no significant assets in
these systems to generate investment returns, employer contributions may
tend to escalate rapidly.

To develop a financing program for defined benefits, systems must project
the future stream of payments to retirees and beneficiaries. This is done
through the services of an actuary using a process known as an actuarial
valuation.

Once the value and timing of these benefits is projected, they are typically
financed by annual contributions designed to be a constant percentage of
total payroll. Contributions are designed to increase at the same rate as
wages. For various reasons, the contribution rates do change from valuation
to valuation. If, for instance, higher benefits are given, the valuation of the
system should show a higher contribution requirement. Other reasons for a
rate change could be a change in the assumptions used in the valuation of
system benefits or a significant variance between actual experience and the
assumptions used. Projections made by a retirement system are based upon
the experience of that system. The assumptions included in this publication
are those required to be given “particular consideration” pursuant to
Government Code Section 7502. Excluded from this publication are a
multitude of other actuarial assumptions that may be used in a variety of
plans but are not statutorily required to be reported.

This publication lists the salary scale and interest rate assumptions for each
defined benefit pension system. Generally, changes in these two assumptions
have opposite effects on contribution rates. Increasing the interest rate

assumption means that the pension fund is expected to earn more on its
investments and, therefore, lower contributions will be needed. Increasing

the salary scale means anticipating higher salaries and correspondingly
higher benefits, resulting in higher contribution requirements.

The responsible funding of any retirement system is of vital concern to all
interested parties, as this systematic and adequate funding enhances the
financial security of these retirement systems.

For defined benefit pension systems, a measure of the achievement of
responsible funding is that the system’s board adopts contribution rates that
have been recommended by the actuary. This publication lists both the rates
recommended by the actuary and those adopted by the retirement board. Of
the 92 defined benefit systems reporting, 20 systems (10 single tier and 10
multi-tier systems) have adopted employer contribution rates that are

Xi
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different from the rates recommended by the system actuary. Of those 20
systems (43 tiers), 11 systems (22 tiers) adopted employer contribution rates
below the rates recommended by the system actuary. Five systems (8 tiers)
adopted employer contribution rates above the rates recommended by the
system actuary. Four systems (13 tiers) have adopted employer contribution
rates both below and above the rates recommended by the system actuary.

Another measure for defined benefit systems is the funding ratio, which
compares the assets in a system to its actuarial liabilities. The actuarial
liabilities should equal the actual assets of the system under the most ideal
circumstances, but seldom do.

There are various reasons that cause them to differ. One reason would be
increasing benefits retroactively for past service, which causes actuarial
liabilities to increase without a corresponding increase in the assets. Another
would be increasing salaries at a rate faster than that assumed in the salary
scale, which again would cause liabilities to increase. A third cause is that the
rate of return on investment is different than the rate assumed.

The difference between actuarial liabilities and system assets is called the
unfunded actuarial accrued liability. This is funded by amortizing it over a
30- to 40-year period.

Extending the amortization period reduces the annual payment for retiring
the unfunded actuarial accrued liability. In this publication a supplemental
contribution rate, called the unfunded rate, is shown with the normal rate.
The normal rate can be considered as the percentage of payroll necessary to
be contributed to the retirement fund to pay for future benefits earned in the
current fiscal year. The unfunded rate allows for the system to meet
contribution deficiencies from the past.

Please note that since many systems design the unfunded amortization
payments to increase proportionately with salaries, it may be possible for the
funding ratio to decrease in the early years of the amortization period.

Finally, it should be noted that a 100% funding ratio means only that past
funding deficiencies have been made up, not that the financing program is
complete. If a 100% funding ratio is achieved, the total contribution required
would be reduced to normal contributions to finance benefits earned in the
current year.

Figure 2, on page xvi, shows that, in the aggregate, statewide actuarial
liabilities are approximately $233.1 billion, net assets available for benefits
are approximately $219.6 billion, unfunded liabilities are approximately
$13.5 hillion, and the aggregate funding ratio is 94%. The funding ratio is the
ratio of system assets to actuarial liabilities. The aggregate funding ratio for
al reporting systems has increased over the 1995-96 aggregate funding ratio
by 1%. Figure 2 also shows unfunded liabilities per member of $5,994, with
cities having the greatest net liability at an average of $12,176 per member.
The median funding ratio for all reporting systems is 94%, the same
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percentage as last year’'s median. The median funding ratio has increased in
the last decade from the fiscal year 1986-87 median of 77%. Eight systems
reported funding ratios below 50%. All eight systems have been closed to
new membership, a move which will help control future costs. These closed
systems will eventually cease to exist.

Reports submitted for this publication show that the 1996-97 median
employer contribution rate was 9.3% of covered payroll for defined benefit
general systems and 16.7% of covered payroll for defined benefit safety
systems.

Many systems are attempting to control costs by adding new membership
and benefit tiers that offer lower benefit levels, and by closing the higher

benefit tiers to new employees. Of the 92 defined benefit systems reporting,
24 have adopted multiple benefit tiers. The effect of the new benefit levels
can be seen by comparing the contribution rates for the various systems.
Generally, additional tiers translate to reduced benefits, which results in

reduced contribution rates for the new tiers.

Most California public employee retirement systems report similar disability
retirement benefits, ranging from 33% to 50% income replacement for both
safety and general members.

The median percentage of disability retirees to all retirees receiving benefits,
survivors not included, was 9.2% during 